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On October 4, 1976, President Ford 
signed into law the most comprehensive 
piece of tax legislation in over twenty 
years. The Tax Reform Act of 1976, the 
result of over three years of intensive ef­
fort by the House Ways and Means 
Committee and the Senate Finance 
Committee, is intended to encourage 
economic efficiency and growth. 
Although the Act is comprehensive, it 
does emphasize such areas as tax 
sheltered investments, business related 
individual tax deductions, estate and 
gift taxes, and U.S. taxation of foreign 
income.
Because this Act changes so drastical­
ly estate and gift taxation and because 
these changes affect us all (either now or 
in the future), this article provides a 
summary of the major Act provisions in 
this area.
General
Starting in 1977, fewer estates will pay 
federal estate tax but those that do will 
probably pay more. A principal goal of 
Congress was to exempt from transfer 
taxation families with relatively little 
wealth, while families with greater 
wealth will pay higher taxes than before. 
Unification of Estate and Gift Taxes
Congress changed the separate struc­
tures for estate and gift taxes into a 
single unified tax structure to ensure 
that tax-payers pay approximately the 
same tax whether they give away all 
assets during their lifetime or wait until 
death. Under prior law, an estate tax 
was imposed on transfers at death and a 
gift tax imposed on lifetime transfers. 
Each tax had separate exemptions and 
progressive rate schedules, with the gift 
tax rates being three-fourths of the cor­
responding estate tax rates.
For gifts and transfers at death after 
December 31, 1976, the Act combines 
the gift and estate taxes by providing a 
unified rate schedule on the basis of 
cumulative lifetime and deathtime 
transfers. The lowest effective rate (after 
considering the new unified credit) is 32 
percent and the highest is 70 percent for 
cumulative taxable transfers in excess of 
$5 million.
Unified Credit in Lieu of 
Specific Exemptions
Under prior law, there was a:
• $60,000 specific estate-tax exemp­
tion (a deduction from the gross estate 
to arrive at the taxable estate), and
• $30,000 lifetime gift-tax exemp­
tion.
Congress repealed these exemptions 
for estates of decedents who die after 
December 31, 1976, and for gifts made
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after December 31, 1976. However, the 
$3,000 annual gift tax exclusion per 
donee is still in effect.
The Act replaced the exemptions with 
a $47,000 unified credit against the es­
tate and gift taxes for gifts made after 
December 31, 1980, and for estates of 
decedents who die after December 31, 
1980. There is a phase-in of the $47,000 
credit over a five-year transitional 
period for:
• Estates (the unified credit is $30,000 
in 1977 increasing to $47,000 in 1981).
• Gifts (the same credit applies except 
for gifts made in the first six months of 
1977, the credit is limited to $6,000).
The credit is first applied against the 
gift tax and the balance is available to 
reduce the estate tax. The $47,000 credit 
for 1981 can be roughly equated to a 
$175,000 exemption.
Computation of Post-1976
Estate and Gift Tax
After 1976, gift tax payable is com­
puted as follows:
• A tentative tax under the unified 
rate schedule on the total cumulative 
taxable gifts (including pre-1977 gifts),
• Less a tentative tax under the un­
ified rate schedule on the total 
cumulative gifts for all prior periods,
• Less the unified tax credit not used 
in prior periods.
The estate tax payable is computed as 
follows:
• A tentative tax under the unified 
rate schedule on the sum of the taxable 
estate and adjusted taxable gifts (tax­
able gifts made after December 31, 1976 
other than those included in the gross es­
tate),
• Less the gift tax on gifts made after 
December 31, 1976.
• Less the unified tax credit not 
previously used,
• Less other allowable credits (for ex­
ample, state death tax credits).
New Tax on Generation-Skipping 
Transfers
Under prior law, the interest of 
beneficiaries in property not amounting 
to outright ownership was not subject to 
estate tax when the beneficial interest 
expired. For example, it was quite com­
mon to create a trust for a child and 
grandchild with the income available to 
the child for life. No estate was due on 
the child’s death when his beneficial in­
terest terminated in favor of the grand­
child.
The Act provides that after 1976, this 
type of transfer will result in a new 
“generation-skipping” tax. The value of 
24 / The Woman CPA
the trust at the child’s death will be part 
of his total tax base at his death. The 
other parts of the tax base will be any 
prior generation-skipping transfers, his 
lifetime taxable gifts, and his taxable es­
tate. A tax will be computed on this tax 
base using the unified tax rate. The 
generation-skipping tax provisions are 
intended to achieve the same tax results 
as if the assets were transferred out-right 
to each successive generation.
On generation-skipping transfers to 
grandchildren, there is a $250,000 exclu­
sion for each child who has children. If a 
grandparent has two children, both of 
whom have children, the exclusion is 
$500,000; if only one of the children has 
children, the exclusion is $250,000.
The transfer need not involve a trust 
to result in a generation-skipping tax. 
The rules apply to life estates and 
remainders and most other trust 
equivalents that split the beneficial en­
joyment of assets between generations.
Some generation-skipping 
arrangements potentially subject to this 
tax may avoid the tax in certain in­
stances. For example, a beneficiary may 
be able to disclaim his beneficial interest 
and avoid the generation-skipping tax. 
Other ways of avoiding this tax require 
more careful planning when the initial 
transfers are made.
Generally, transfers in trust that were 
irrevocable on April 30, 1976, will not be 
subject to these rules. Estates of in­
dividuals who die before 1982 under a 
will existing on April 30, 1976 (and not 
amended thereafter to increase the 
generation-skipping) will not be subject 
to these rules.
Disclaimers
A disclaimer is when a recipient of an 
interest in property irrevocably gives up 
his interest before enjoying its benefits. 
The person disclaiming is treated as hav­
ing never owned the interest in the 
property.
Under prior law, whether a disclaimer 
was effective depended greatly on 
whether it qualified under local law. As 
a result, there was little uniformity in 
determining what was an effective dis­
claimer for estate and gift tax purposes.
The Act provides a uniform rule for 
disclaimers in estate, gift and 
generation-skipping taxation that 
affects all transfers made after 1976. 
Generally, a qualifying disclaimer must 
be made in writing within nine months 
after the day of the transfer that created 
the disclaimed interest. Also, the person 
disclaiming must not have received any 
benefits from the property during this 
period.
Increase in the Estate and Gift 
Tax Marital Deductions
Congress felt that no estate tax should 
be imposed on small estates, so they in­
creased the amount a person can pass 
tax free to his/her spouse at death. After 
1976, the estate tax marital deduction is 
limited to 50 percent of the adjusted 
gross estate or $250,000, which ever is 
greater.
In addition, the gift tax marital 
deduction was restructured to provide 
more flexibility in transfers between 
spouses. After 1976, the first $100,000 of 
lifetime gifts to a spouse qualifies for an 
unlimited gift tax marital deduction. 
Gifts from $100,000 to $200,000 are ful­
ly taxable. Thereafter, the deduction 
allowed is 50 percent of gifts exceeding 
$200,000.
Carryover Basis
Under prior law, the tax basis of 
property passing from a decedent to his 
beneficiaries was generally the proper­
ty’s fair market value at date of death (or 
alternate valuation date). This basis was 
referred to as “stepped-up basis.”
The Act provides that property in­
herited from a decedent after 1976 will 
generally have a new carryover basis 
equal to the decedent’s basis just before 
death. However, to cushion the effect of 
this dramatic change, assets in the 
decedent’s estate (if owned on 
December 31, 1976) will be stepped-up 
for appreciation from date of acquisi­
tion to December 31, 1976. This step-up 
is allowed only for determining gain 
from a later sale of the asset.
This so-called fresh start is deter­
mined in two ways:
• For marketable securities, the in­
crease is based on December 31, 1976 
fair market value.
• For all other carryover basis proper­
ty, a special rule using a given formula 
must be used. Generally under this rule, 
appreciation is assumed to have oc­
curred evenly over the period from date 
of acquisition to date of death. Only the 
ratable appreciation before 1977 is an 
increase to the decedent’s basis. Also, 
the basis of property is increased by the 
federal estate and state inheritance taxes 
paid on the net appreciation since 
December 31, 1976.
The fresh start basis adjustment and 
the estate taxes paid on appreciation 
after 1976 cannot increase the basis of 
the asset above its estate tax value.
The new carryover basis rules do not 
apply to certain assets, such as life in­
surance and the income in respect of a 
decedent.
Executors are required to furnish the 
Internal Revenue Service and the 
beneficiary with information on 
carryover basis property.
Gifts Made Within Three
Years of Death
Under prior law, gifts within three 
years of death were presumed to be 
made in contemplation of death and 
were included in the decedent’s estate 
unless the executor could prove 
otherwise.
The Act eliminates this rebuttable 
presumption and provides that all gifts 
(exceeding the $3,000 annual exclusion) 
made within three years of death and 
after December 31, 1976, automatically 
be included in the estate.
Under prior law, one tax advantage of 
gifts was that gift taxes paid reduced the 
taxable estate remaining on the donor’s 
death. Under the Act, this no longer 
applies for gifts made within three years 
of death. Taxes on these gifts will be 
grossed up in the donor’s taxable estate. 
Jointly Owned Property
Under prior law, the entire value of 
property owned in joint tenancy was in­
cluded in the decedent’s gross estate ex­
cept for amounts attributable to con­
sideration furnished by the surviving 
spouse.
The Act replaces this “consideration 
furnished test” with a fractional interest 
rule where the property is held by the 
husband and wife with the rights of sur­
vivorship. Under this rule, where a joint 
tenancy is created after 1976 by a 
transfer subject to gift tax at the time of 
creation, 50 percent of the property will 
be included in the estate of either joint­
tenant upon his or her death.
Retained Life Estate in Stock
Congress felt that voting rights are a 
significant attribute of owning cor­
porate stock. In order to overcome a 
Supreme Court decision, the Act 
provides that after June 22, 1976, any 
person who gives away stock but who 
retains the voting rights will have that 
stock included in his estate upon death. 
Exclusions for Qualified
Retirement Benefits
Under prior law, an exclusion from 
the decedent’s gross estate was provided 
for the value of a survivor’s annuity 
payable to a beneficiary other than the 
executor and attributable to employer 
contributions to certain qualified plans.
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However, this exclusion did not apply to 
individual retirement accounts or to 
H.R. 10 plans.
The Act provides that after 1976, the 
value of the survivor’s interest in an in­
dividual retirement account, in an in­
dividual retirement annuity, and in cer­
tain retirement bonds and H.R. 10 plans 
is excluded. However, all lump-sum dis­
tributions from qualified plans are no 
longer excludable from the gross estate.
So that residents of community and 
separate property states would be 
treated as equally as possible for federal 
tax purposes, a change was made to 
benefit the residents of community 
property states. When an individual dies 
leaving a survivor’s annuity in a 
qualified plan to someone other than the 
decedent’s spouse, the surviving spouse 
will no longer be treated as making a gift 
of her community property interest at­
tributable to employer contributions.
Orphans’ Exclusion
After 1976, an estate can deduct an 
amount of property that passes to a 
decedent’s minor child, if there is no sur­
viving spouse and the child has no 
known surviving parent. This deduction 
is limited to $5,000 times the number of 
years the child is below twenty-one years 
old. For example, if a child is fifteen 
years old when his surviving parent dies, 
the estate is allowed a $30,000 orphans’ 
exclusion.
Special Valuation for Qualified 
Real Property
Under prior law, all property includ­
ed in the gross estate was valued at fair 
market value at the date of death (or the 
alternate valuation date). Normally, the 
property’s highest and best use, rather 
than its actual use, was used to deter­
mine its fair market value. To provide 
relief for farmers and owners of other 
closely-held businesses, the Act 
provides that in certain cases real 
property can be valued at its current ac­
tual use. Generally, the property must 
be used for farming (although it may 
also be used in a trade or business other 
than farming). Certain percentage tests 
must be met, and the decedent or his 
family must have used the property for 
that purpose for a period of years before 
the decedent’s death.
The relief is provided by a maximum 
reduction (up to $500,000) in the estate 
tax valuation of qualifying real proper­
ty. The property must pass to a qualified 
heir of the decedent. Premature disposi­
tion of the qualified real property to out­
siders or cessation of the qualified use 
results in a recapture of the benefits 
resulting from this special valuation 
(full recapture during the first ten years 
and partial recapture between the tenth 
and fifteenth year after the decedent’s 
death).
Since special valuation rules do not 
apply to property that is given away, it 
may be wise to retain qualifying proper­
ty. Investments in additional qualifying 
property might be advisable in certain 
cases.
Extensions of Time to Pay Estate Tax
Under prior law, there were two ways 
to extend estate tax payments for up to 
ten years. However, more relief was 
needed for estates composed largely of 
assets not easily convertible to cash, 
whether or not they constituted an in­
terest in a closely-held business.
The Act provides this relief for estates 
of individuals who die after 1976 by:
• Replacing the former “undue 
hardship” reason for extension up to ten 
years with one based on “reasonable 
cause,” thus making extensions easier to 
obtain.
• Continuing present rules that allow 
the estate tax attributable to a closely- 
held business (where its value equals 
either 35 percent of the gross estate or 50 
percent of the taxable estate) to be paid 
in ten annual installments, and
• Providing a more lenient provision 
where the percentage tests required for 
the closely-held business extension can­
not be met. If the interest in the closely- 
held business is 65 percent of the 
decedent’s adjusted gross estate, the tax 
attributable to the closely-held business 
can be paid over a fifteen-year period. 
During the first five years, only interest 
is paid. The rules for combining 
businesses to meet the 65 percent test 
were relaxed so that if a decedent owns a 
significant interest in several businesses, 
he can aggregate these interests to 
qualify for the extension. A special 4 
percent interest rate is allowed on the 
extended estate tax attributable to the 
first $1 million of closely-held business 
property.
Requirements for Filing Quarterly 
Gift Tax Returns
Under prior law, quarterly gift tax 
returns had to be filed if any gift exceed­
ed the annual $3,000 gift tax exclusion 
per donee. Because this rule required 
that gift tax returns be filed even for very 
small taxable gifts, the rule was chang­
ed.
After 1976, no quarterly gift tax 
returns need be filed until the aggregate 
taxable gifts exceed $25,000. Thus, if a 
donor makes a $10,000 taxable gift each 
quarter, a gift tax return is not due until 
the third quarter when the total taxable 
gifts exceed $25,000. If there are any 
taxable gifts for the fourth quarter of 
taxable gifts for the three previous 
quarters not reported, a return must be 
filed.
Miscellaneous
The Act also provides these ad­
ditional changes, having limited 
application:
• Selling expenses may not be used to 
offset the sales price on sale of property 
by an estate or trust in determining the 
gain or loss if these have also been 
deducted for estate tax purposes. This is 
effective for taxable years ending after 
October 4, 1976.
• After 1976, if the Internal Revenue 
Service proposes to adjust the values 
reported on the estate, gift or 
generation-skipping tax return, the tax­
payer, on written request, may get a 
written statement explaining the 
proposed increase.
• For a federal tax lien to be valid 
against subsequent purchasers, it must 
be filed now in a public index of filed tax 
liens that will be kept in the Internal 
Revenue Service district offices. This is 
in addition to the old requirement that 
the tax lien be filed in the public records. 
The new law is effective either 120 or 270 
days after the date of enactment, depen­
ding on when the lien was filed.
Conclusion
The estate and gift tax changes under 
the Tax Reform Act of 1976 are far- 
reaching and will affect virtually every 
estate plan. In many cases, new 
provisions drastically narrow the ad­
vantages of what were once carefully 
constructed estate plans. Estate plans 
will therefore need to be evaluated and 
possibly revised to ensure that in­
dividuals profit from these provisions 
and that their goals are met.
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